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*
 
 
 
Worried about the fiscal cliff? You are not alone. Going over the “cliff,” we are told, will 
plunge the U.S. economy into recession, and perhaps even rend the very fabric of our 
society. What could be worse than falling over this cliff? That, actually, is an easy 
question. The answer: not falling over it. I will explain.  
 
First, though, what is the fiscal cliff? The cliff is a broad array of tax increases and 
spending cuts that will take effect automatically at the end of 2012 absent congressional 
action. Without some palliative measure, the full amount of higher taxes and spending 
cuts will total $560 billion in 2013. A widely held fear is lower demand and loss of 
output—recession, in short—ensuing from a fall over the cliff.  
 
The Congressional Budget Office estimates that after an uncushioned fall over the cliff 
GDP growth in 2013 would be a mere 0.5 percent, which breaks down further into a 
contraction at an annual rate of 1.3 percent in the first half of 2013 followed by an 
expansion at an annual rate of 2.3 percent in the second half.
1
 While that sounds bad 
enough, other forecasters predict far worse effects.  
 
Therefore, shouldn’t we avoid the cliff at all cost? To answer that question we must also 
ask: compared to what? With that in mind, and considering the policies and ideas floated 
publicly across the ideological spectrum, I contend that we should accept, even embrace, 
the fiscal cliff.  
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Dread of the cliff rests in considerable part on an illusion: that its dire effects can be 
avoided by stepping away from it. The cliff is not an ailment, however, but a symptom. 
The true ailment, a cancer on the U.S. economy, is our compulsive profligacy, both 
public and private. The only remedy—and an overriding imperative—is to rein in public 
debt. Any mechanism to that end, whether the fiscal cliff or a more gradual mix of tax 
increases and spending cuts, will entail fiscal drag, and therefore a loss of current output 
in some future period.  
 
Hence the pain of the fiscal cliff cannot be eliminated, only deferred by unwinding public 
debt more gradually. Fiscal drag inheres in the removal of stimulus contributed by deficit 
spending. The case for deferring it is that the pain can be minimized overall by regrading 
the cliff into a gentler slope. In cliffese, that would mean fewer broken bones and a 
smoother return to mobility.  
 
In theory this is a possibility. If taxes and spending are increased by the exact same 
amount, there may still be a net gain in the fiscal ledger of the U.S. economy. To put the 
point more technically, well-chosen public investment could induce greater growth—
immediately through a multiplier effect and over time by increased output—than the 
offsetting drag of an equivalent rise in taxes. Although some economists dispute it (on the 
right, naturally) this is a respectable view.  
 
Wholly apart from the validity of the theory, however, I doubt that in the current 
environment any such policies could be filtered through our political process without 
considerable misallocative side effects that would negate all potential fiscal gain and then 
some. Remember how the implied stimulus of the Bush-era tax cuts was largely wasted 
in support of a housing and credit boom, with various public and private institutions 
cheerleading from the sidelines.  
 
This jaundiced expectation is reinforced by more specific focus on the policies that have 
been advanced lately by the presidential candidates and in Congress.  
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President Obama’s tax plan for 2013 and beyond is to perpetuate the current (Bush era) 
income tax rates for families making less than $250,000 a year, but not above.
2
 On the 
extension of the current payroll tax reductions into 2013 the administration has been 
unclear, deliberately so I suspect. Either way, this is more of a fiscal dip than a cliff.  
 
It is also a pretty bad plan. While higher tax revenues are essential, lest we suffer the fate 
of Greece, the administration arrives at them in a way that will burden the economy 
significantly more than other tax measures of equal size. The tax increases in the plan are 
entirely tilted toward the upper end, which already pays a far larger share of income taxes 
than any other group. More importantly, the increases bear harder on capital income. This 
is the opposite of what should be done. Higher taxes, which we urgently need, should 
bear entirely (or nearly so) on consumption. Taxes on capital income should actually be 
lower. While it may not seem immediately intuitive, our economic future will be brighter 
if investment gains and savings of individuals (yes, including the one percent) are 
allowed to pile up at benign tax cost until committed to personal consumption.  
 
On the other side of the aisle, however, Governor Romney’s stated tax proposals are far 
worse. To the extent one can discern a plan through the indistinct contours of the tax and 
fiscal policies he has embraced in recent months, Governor Romney appears to prescribe 
tax rates lower by 20 percent across the board, coupled with unspecified base broadening 
and spending cuts. These proposals hardly qualify as a plan. They are a rough sketch at 
best, designed solely—for transparent electoral purposes—to prevent Romney himself 
from falling to a fatwa issued by the anti-tax mullahs of the far right. The very same 
supply-siders who deny that stimulus spending has any positive effect now contend that 
the implied stimulus of hefty tax cuts will bring the economy roaring back. This fantasy 
lacks even minimal arithmetic plausibility.  
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Thus, on the basis of the stated policies of those vying for control of our economic future, 
our practical choices appear to be: 1) a bad tax and fiscal policy (President Obama’s);  
2) a calamitously bad tax and fiscal policy (Governor Romney’s); or 3) the fiscal cliff. 
This is not a hard call.  
 
Even Simpson-Bowles, beloved of those who fancy themselves the voices of reason on 
fiscal matters, falls considerably short of what is needed. It may be slightly better than the 
fiscal cliff (although five years from now it would probably be hard to tell the difference 
in net effect between the two), but it is not good enough to justify a heavy and likely 
unsuccessful effort to move it forward.  
 
One last word. Taking only my selfish personal interest into account, I have little reason 
for concern over the fiscal policies (or lack thereof) that will prevail in the next 20 years. 
My income and medical care in retirement are adequately protected against all but the 
most extreme and implausible scenarios. For Americans under 30, however, or even 40, 
the stakes are heavy. For them, the positions floated by both sides in the upcoming 
election are pathetically inadequate. As they look out to futures blighted by the greed and 
profligacy of their elders, the fiscal cliff is the least of their problems.  
 
 
  
  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Readers with comments should address them to: 
 
Professor Joseph Isenbergh 
University of Chicago Law School 
1111 East 60th Street 
Chicago, IL  60637 
 jisenber@uchicago.edu 
  
Chicago Working Papers in Law and Economics 
(Second Series) 
 
For a listing of papers 1–550 please go to Working Papers at http://www.law.uchicago.edu/Lawecon/index.html 
 
551. Douglas G. Baird, Car Trouble, May 2011  
552. Omri Ben-Shahar, Fixing Unfair Contracts, May 2011 
553. Saul Levmore and Ariel Porat, Bargaining with Double Jeopardy, May 2011 
554. Adam B. Cox and Richard T. Holden, Reconsidering Racial and Partisan Gerrymandering, May 
2011 
555. David S. Evans, The Antitrust Economics of Free, May 2011 
556. Lee Anne Fennell, Property and Precaution, June 2011 
557. Omri Ben-Shahar and Anu Bradford, Reversible Rewards, June 2011, revised November 2011 
558. Alon Harel and Ariel Porat, Commensurability and Agency: Two Yet-to-Be-Met Challenges for 
Law and Economics, June 2011 
559. Randal C. Picker, After Google Book Search: Rebooting the Digital Library, June 2011 
560. Julie A. Roin, Privatization and the Sale of Tax Revenues, July 2011 
561. Joseph Issenbergh, Last Chance, America, July 2011 
562. Richard H. McAdams, Present Bias and Criminal Law, July 2011 
563. David Weisbach, Is Knowledge of the Tax Law Socially Desirable?, July 2011 
564. Louis Kaplow and David Weisbach, Discount Rates, Judgments, Individuals’ Risk Preferences, 
and Uncertainty, July 2011 
565. Louis Kaplow, Elisabeth Moyer and David A. Weisbach, The Social Evaluation of 
Intergenerational Policies and Its Application to Integrated Assessment Models of Climate 
Change, July 2011 
566. David A. Weisbach, Carbon Taxation in Europe: Expanding the EU Carbon Price, July 2011 
567. Nuno Garoupa and Tom Ginsburg, Hybrid Judicial Career Structures: Reputation v. Legal 
Tradition, August 2011 
568. Richard A. Epstein, F. Scott Kieff, and Daniel F. Spulber, The FTC’s Proposal for Regulationg IP 
through SSOs Would Replace Private Coordination with Government Holdups, August 2011 
569. Dhammika Dharmapala, Nuno Garoupa, and Richard McAdams, Do Exclusionary Rules Convict 
the Innocent?  August, 2011 
570. Andres Sawicki, Better Mistakes in Patent Law, August 2011 
571. Jonathan S. Masur and Eric A. Posner, Regulation, Unemployment, and Cost-Benefit Analysis, 
August 2011 
572. Adam B. Cox and Eric A. Posner, Delegation in Immigration Law, September 2011 
573. Joseph Bankman and David Weisbach, A Critical Look at a Critical Look—Reply to Sanchirico, 
September 2011 
574. M. Todd Henderson and Frederick Tung, Pay for Regulator Performance, September 2011 
575. William H. J. Hubbard, The Problem of Measuring Legal Change, with Application to Bell 
Atlantic v. Twombly, September 2011 
576. Adam M. Samaha, Regulation for the Sake of Appearance, October 2011 
577. Ward Farnsworth, Dustin Guzior, and Anup Malani, Implicit Bias in Legal Interpretation, October 
2011 
578. Anup Malani and Julian Reif, Accounting for Anticipation Effects: An Application to Medical 
Malpractice Tort Reform, October 2011 
579. Scott A. Baker and Anup Malani, Does Accuracy Improve the Information Value of Trials? 
October 2011 
580. Anup Malani, Oliver Bembom and Mark van der Laan, Improving the FDA Approval Process, 
October 2011 
581. Brian Leiter, The Boundaries of the Moral (and Legal) Community, October 2011 
582. David S. Evans, Governing Bad Behavior by Users of Multi-Sided Platforms, October 2011 
583. Stephen J. Choi, Mitu Gulati and Eric A. Posner, Political Risk and Sovereign Debt Contracts, 
November 2011 
584. Lee Fennell, Ostrom’s Law: Property Rights in the Commons, November 2011 
585. Lee Fennell, Lumpy Property, January 2012 
  
586. David A. Weisbach, Should Environmental Taxes Be Precautionary?  January 2012 
587. Ariel Porat and Eric A. Posner, Aggregation and Law, January 2012 
588. Oren Bar-Gill and Ariel Porat, Beneficial Victims, February 2012 
589. Eric A. Posner and E. Glen Weyl, An FDA for Financial Innovation: Applying the Insurable 
Interest Doctrine to Twenty-First-Century Financial Markets, February 2012 
590. Bernard E. Harcourt, On the American Paradox of Laissez Faire and Mass Incarceration, March 
2012 
591. Bernard E. Harcourt, Fantasies and Illusions: On Liberty, Order and Free Markets, March 2012 
592. Saul Levmore and Ariel Porat, Asymmetries and Incentives in Evidence Production, March 2012 
593. Omri Ben-Shahar and Kyle D. Logue, Outsourcing Regulation: How Insurance Reduces Moral 
Hazard, April 2012 
594. Eric A. Posner and E. Glen Weyl, A Proposal for Limiting Speculation on Derivatives: An FDA 
for Financial Innovation, March 2012 
595. Lee Anne Fennell, Picturing Takings, April 2012 
596. David Fagundes and Jonathan S. Masur, Costly Intellectual Property, April 2012 
597. Eric A. Posner, The Questionable Basis of the Common European Sales Law: The Role of an 
Optional Instrument in Jurisdictional Competition, May 2012 
598. Oren Bar-Gill and Omri Ben-Shahar, Regulatory Techniques in Consumer Protection: A Critique 
of European Consumer Contact Law, May 2012 
599. Bernard E. Harcourt, Punitive Preventive Justice: A Critique, May 2012 
600. Joshua Elliott, Ian Foster, Sam Kortum, Gita Khun Jush, Todd Munson, and David Weisbach, 
Unilateral Carbon Taxes, Border Tax Adjustments, and Carbon Leakage, June 2012 
601. David A. Weisbach, Should Environmental Taxes Be Precautionary? June 2012 
602. Saul Levmore, Harmonization, Preferences, and the Calculus of Consent in Commercial and Other 
Law, June 2012 
603. David S. Evans, Excessive Litigation by Business Users of Free Platform Services, June 2012 
604. Ariel Porat, Mistake under the Common European Sales Law, June 2012 
605. Stephen J. Choi, Mitu Gulati, and Eric A. Posner, The Dynamics of Contrat Evolution, June 2012 
606. Eric A. Posner and David Weisbach, International Paretianism: A Defense, July 2012 
607 Eric A. Posner, The Institutional Structure of Immigration Law, July 2012 
608. Lior Jacob Strahilevitz, Absolute Preferences and Relative Preferences in Property Law, July 2012 
609. Eric A. Posner and Alan O. Sykes, International Law and the Limits of Macroeconomic 
Cooperation, July 2012 
610. M. Todd Henderson and Frederick Tung, Reverse Regulatory Arbitrage: An Auction Approach to 
Regulatory Assignments, August 2012 
611. Joseph Isenbergh, Cliff Schmiff, August 2012 
